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SOME PRACTICAL PROBLEMS AND RECENT DE- 
VELOPMENTS IN COSTING GOVERNMENT 
CONTRACTS 


By Joseph P. Healey, Assistant Treasurer and Controller of 
Buffalo Plants, Curtiss-Wright Corp., 
Buffalo, N. Y. 


Cost-Plus-Fixed-Fee Contracts 


| Rect Topsy, who just “growed,” cost-plus-fixed-fee contracts 

may be said to have “growed” from the experiences of the 
Government during the last war with cost-plus contracts and the 
necessity for speeding up preparations for this war. 

Cost-plus-a-percentage-of-cost contracts, had been used exten- 
sively in commercial and private practice for many years prior to 
World War I, when the Government decided to use this form of 
contract as a means of avoiding excessive costs and of expediting 
the production of necessary war materials. At that time, due to 
unstable labor and materials prices, it would have been necessary 
for contractors under competitive bidding to protect themselves by 
including large contingent items in their proposals. This would 
have resulted in excessive costs, and a great deal of time would 
have been lost in the preparation of the necessary details, plans and 
specifications. Accordingly, it was decided to select, as far as pos- 
sible, reputable concerns with the necessary organizations and 
equipment to do the required work on a cost-plus basis. 

After the war most of these cost-plus contracts were investigated 
and in many instances it was found that costs were excessive. It 
was pointed out that under the cost-plus-a-percentage-of-cost con- 
tract, the contractor had no incentive to keep costs low because high 
costs meant greater profits. Based on this experience, the cost-plus- 
a-fixed-fee contract was a natural development as it combined the 
advantages of permitting the work to be started without waiting 
for detailed specifications and plans, eliminated the large contin- 
gent items in the contractor’s proposals and limited the profit that 
the contractor could make by the establishment of a fixed fee based 
upon the estimated cost of performing the work. If the cost of 
performing the contract exceeded the estimate, the contractor 
would be reimbursed for his actual costs plus the fixed fee, but the 
fixed fee could only be changed if some major change was made 
in the contract regarding the work to be performed. 
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Cost Provisions 


Most cost-plus-fixed-fee contracts contain a provision for the 
determination of contract costs by the contracting officer in accord- 
ance with regulations promulgated by the Treasury Department in 
Section 26.9 of Chapter 1, Title 26 of “Code of Federal Regula- 
tions,” generally known as T.D. 5000, which was approved by the 
Secretary of War, August 2, 1940. Exhibit 1 at the end of this 
article lists the elements of cost as defined in T.D. 5000 and also 
lists the unallowable costs outlined therein. In addition to T.D. 
5000 the War Production Board has published for the War and 
Navy Departments a pamphlet entitled “Explanation of Principles 
for Determination of Costs under Government Contracts,” which 
presents “in basic outline the principles according to which costs 
may be determined under contracts of the United States Govern- 
ment.” 

Since this question of allowable items of cost is a matter of 
record and is controlled by the terms of each cost-plus-a-fixed-fee 
contract, it may be of greater interest to discuss some of the prac- 
tical problems that occur daily in dealing with the Government than 
to discuss allowable costs in detail. Accordingly, I will discuss 
these practical problems together with some of the newer situations 
that have developed as a result of recent legislation and some of 
the latest procedures made necessary by the volume of war work 
being done. In discussing questions of this kind, it is necessary to 
bear in mind that the procedures and regulations of the various 
procurement agencies of the Government often vary as to details. 
However, the fundamentals must necessarily be approximately 
the same for they are controlled by the same laws, the same Comp- 
troller General’s decisions, and by the same decisions of the courts. 
In order to eliminate as much confusion as possible, I will follow 
the procedure used by Army Air Forces, as their procedure is the 
one with which I am in daily contact. 


New Relationship Created 


Because the cost-plus-fixed-fee or CPFF contract creates an en- 
tirely different relationship between the contractor and the Gov- 
ernment from that existing under a fixed-price contract, it might 
be advisable to discuss briefly the various officials of the Govern- 
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ment who are responsible for the administration of CPFF con- 
tracts. These officials may be divided into three groups: the resi- 
dent or area officials, the district officials and central office officials. 
In the Army Air Forces, the resident or area contracting officer is 
assigned to handle CPFF centracts at certain plants, the district 
contracting officer is in charge of contract matters for a Procure- 
ment District and the contracting officers at Wright Field negoti- 
ate the contracts directly subject, of course, to certain approvals 
from Washington. The auditors are similarly organized, with a 
resident auditor, an area auditor and a district auditor all working 
directly or indirectly under the executive auditor and accountant 
with headquarters at Dayton, Ohio. 


The officials with whom the accounting department of the con- 


tractor largely deals are: 
1. The resident contracting officer 


2. The resident auditor 
3. The resident property officer. 


The Contracting Officer 

The contracting officer represents and speaks for the United 
States in matters relative to CPFF contracts. He is charged with 
the responsibility of interpreting the provisions of the contract, 
passing on allowable items of cost, issuing tax-exempt certificates 
and authorizing reimbursement to the contractor for his costs on 
public vouchers. In authorizing reimbursement to the contractor 
on public vouchers, the contracting officer is required to certify 
that the material was received in good condition, that any services 
for which the Government is charged were performed as stated, 
that the costs are properly chargeable to the contract; that they 
are necessary in the public service, and that the prices charged are 
just and reasonable and in accordance with the terms of the con- 
tract. This illustrates the scope of the contracting officer’s respon- 
sibility in the administration of CPFF contracts. 

As evidenced by the decision of the U. S. Supreme Court in the 
Mason and Hanger case, December 4, 1922 (260 US 323), the 
Practical interpretation of the provisions of CPFF contracts by 
the contracting officer carries considerable weight. In speaking of 
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the contracting officer’s practical interpretation of the contract, the 
decision states : 

What is the import of this practical interpretation? The Govern- 
ment does not contend that the words of the contract were dictated 
by statute. They are, therefore, the words of the contracting officer 
to express and provide for the purpose of the Government in exercise 
of the duty with which he was charged, and used as a declaration 
and measure of the rights and obligations of the parties of the con- 
tract. His subsequent conduct is necessarily to be considered a defi- 
nition of them. The officer is in a sense a party to the contract, not 
only representing, but speaking for the impersonality of the Govern- 
ment. Competent, therefore, it would seem, to declare the meaning 
of the contract. 


The Resident Auditor 

The resident auditor is responsible to the contracting officer for 
auditing the contractor’s costs and certifying them as reimbursable 
under the contract on Public Voucher Form 1034. The auditor 
actually has no authority to disallow items of cost, but due to the 
fact that most contracting officers are not accountants, the opinions 
of the auditors greatly influence the practical operation of CPFF 
contracts. 

Many of us have felt for some time that the Government was 
following a system of audit on CPFF Contracts, that would eventu- 
ally crumble from its own weight and it is of considerable satisfac- 
tion to report that, at last, steps are being taken by the Army to 
streamline their auditing procedure. Brigadier General A. H. 
Carter, Director of Fiscal Division, War Department, issued a 
directive under date of May 27, 1942 outlining a simplified audit- 
ing procedure for CPFF supply contracts with the Army. It is a 
selective auditing procedure which has the endorsement of a spe- 
cial committee of the American Institute of Accountants. 


Benefits to be Expected 

While all documents and schedules in support of reimbursement 
vouchers must be reviewed, the new practice permits the selection 
of representative sections of transactions to be audited, when the 
contractor’s internal control and other safeguards justify it. In- 
stead of making a detailed check of every item involved in manu- 
facturing cost, the selective procedure means that a faster, more 
efficient and discriminating audit can be made to the advantage 
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of all concerned. Sometimes as much time and effort has been ex- 
pended in checking a small item of cost as on an important one. 

While the usual detailed audit procedures can be retained in 
peacetime, the qualified personnel is not available to continue such 
procedures under the enormous expansion of war-time production. 
Selective auditing requires fewer accountants, so the experienced 
personnel needed is substantially reduced for a given task. Much 
duplication of work is eliminated, and the cost of auditing is low- 
ered. It should expedite the reimbursement to contractors, and 
provide a more effective audit of a contractor’s claims. 

While this action on the part of the Army is good news to most 
of us, at the same time it places a greater responsibility upon us 
to see that our procedures and systems of internal audit are ade- 
quate and efficient. In some places where the Government has 
made a detailed audit of practically every transaction, the internal 
auditing on the part of the contractor has been allowed to drag 
with the attitude of “let the Army do it.” With the streamlined 
procedure it appears that our own organizations must function 
more efficiently if we are to justify the confidence placed in our 
records. 

Space does not permit a detailed discussion of the various steps 
that can be taken to simplify the audit procedure and eliminate 
duplication of work, However, it should be emphasized that this 
simplified audit procedure for CPFF contracts may only be ex- 
tended to those concerns which have a satisfactory accounting sys- 
tem and a satisfactory system of internal audit control. Appar- 
ently it is up to each of us to get our “houses” in order, so that we 
will be in a position to be eligible for the simplified audit procedure 
by the Government. 


The Resident Property Officer 

The property officer is probably the least known of all govern- 
ment officials, and yet a very important one in the CPFF picture. 
A standard provision of CPFF contracts states that property ac- 
countable officers will be designated to maintain the necessary 
property records in connection with the contract. CPFF contracts 
also provide that all work in process, materials, parts, assemblies, 
sub-assemblies, tools, machinery, equipment and supplies for which 
the contractor is entitled to be reimbursed under the contract, be- 
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come government property and therefore become subject to the 
property regulations of the Government. These provisions regard- 
ing government property and accountability are also applicable to 
CPFF subcontractors. Many subcontractors, including some large 
ones, have been greatly surprised when the property accountable 
officer has arrived at their plants and advised them of the fact that 
they must handle material in accordance with government regu- 
lations. 

Where a plant is operating on a 100 per cent CPFF basis, the 
property difficulties are greatly reduced. However, where a con- 
tractor is working on fixed-price contracts, CPFF contracts, con- 
tracts for different government agencies, and at the same time 
maintaining some commercial business, the property accountability 
problem becomes more difficult. 


Segregation of Material 

Ordinarily the Government requires that the contractors’ ma- 
terial be segregated from government material. However, in some 
cases co-mingling of government material with the contractor’s 
material has been permitted in order to expedite production. In all 
such cases, however, separate stores records are required and the 
material is kept separate on paper. This non-segregation of ma- 
terial, while assisting the production department, places additional 
responsibility on the record-keeping departments of the contractor. 
The contractor’s material is often used on CPFF contracts, and 
government material is often used on fixed-price contracts or for 
other purposes by the contractor. 

These transfers of material eventually show up as credit bal- 
ances on the stock records. For example, if government material 
is used by the contractor on fixed-price contracts, a credit balance 
will eventually appear on the contractor’s stores records and if the 
contractor’s material is used on a CPFF contract, a credit balance 
will eventually appear on the government stores records. To clear 
a credit balance on the contractor’s stores record, a credit must be 
issued to the Government, and to clear a credit balance on the gov- 
ernment stores records a sale of material belonging to the con- 
tractor must be made to the Government. Credits to the Govern- 
ment are usually handled by deductions from public vouchers cov- 
ering the same contract, and the sale of contractor’s material to the 
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Government is usually handled on requisitions approved by the 
property accountable officer. Such transfers must be made at ac- 
tual cost. Actual cost may be interpreted as the weighted average 
cost of the material at the time the transfer is made or whatever 
other method of determining cost is in effect and approved by the 
government resident auditor. 

The property officer is also responsible for the verification of 
incoming materials and the resident auditor is not permitted to 
pass a public voucher covering materials for payment unless the 
quantity has been verified by the property officer. 


Expendable and Non-Expendable Material 


The Army has classified material as expendable and non-expend- 
able. Expendable material includes all raw materials and supplies 
which become a part of the final completed product or which are 
consumed in the operation of the contract. Examples are: castings, 
forgings, bar and sheet stock, packing materials, lubricants, small 
hand tools, etc. Under a recent order, classification of expendable 
material was amended to include all special tools, jigs, fixtures, etc., 
purchased or fabricated specifically for the purposes of the con- 
tract. 

Non-expendable tools and equipment includes items which are 
of a capital nature and which may reasonably be expected not only 
to be identifiable and serviceable at the termination of the contract, 
but usable in production on other than the specific contract for 
which they were purchased. The property officer is required to see 
that all expendable and non-expendable tools and equipment are 
suitably marked to show that they are government property. 

While it is not possible to anticipate all of the problems that will 
arise regarding the handling of government property, it is import- 
ant to bear in mind that all materials, tools, equipment, etc., pur- 
chased for CPFF contracts become government property and that 
the property officer is accountable and the contractor is responsible 
for all such materials. If these facts can be impressed upon the 
contractor’s personnel, a great many of the difficulties’ can be 
eliminated. 


Purchase on a Time and Material Basis 


By an Act of Congress (Public Act #703, 76th Congress, ap- 
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proved July 2, 1942) the cost-plus-a-percentage-of-cost form of 
contract was prohibited. As a result of this action and the in- 


creasing demand for speed in production combined with a general 
reluctance on the part of the small vendor to take work on a cost- 
plus-a-fixed-fee basis, there has developed a general practice in 
some sections of purchasing certain items on a “Time and Ma- 
terial” basis. The bulk of these time-and-material purchases has 
been for tool designing, tool drawings and tool fabrication, al- 
though some subcontractors have refused to take production items 
on a fixed-price basis where they have had no previous experience 
on the particular work. 

Time-and-material purchases are negotiated at an agreed rate 
per hour of direct labor, which rate includes direct labor cost, 
overhead and profit. The material involved is supposed to be billed 
at cost. One rate is usually established for labor expended at 
normal time, a higher rate for labor expended as overtime for 
which the subcontractor pays one and a half times normal time 
and a still higher rate for labor at double normal time. 

The practice has become so prevalent in certain sections, that 
the problem of auditing these costs has become very difficult. The 
Army Air Forces have attempted to solve this problem by placing 
the responsibility for the fairness and reasonableness of these costs 
directly on the prime contractor. Before the prime contractor can 
secure reimbursement for time-and-material purchases, the costs 
must be reviewed by a representative of the prime contractor’s 
production or tool departments who is capable of judging the 
reasonableness of the costs and can certify that in his opiuion the 
charges made by the vendor are fair and reasonable. 


Navy Practice 

The Navy, on the other hand, has placed a greater responsibility 
for determining the accuracy of time-and-material costs on the 
Navy cost inspectors. According to “Cost Inspection Bulletin CP 
15-41,” Navy cost inspectors are required to audit all time-and- 
material purchases where the amount involved exceeds $5,000 for 
a period of one year for any one vendor. 

The Army Air Forces has ruled that the practice of adding 10 
per cent or some other percentage to the material cost must be dis- 
continued. The vendor will be reimbursed for material at actual 
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cost and any handling costs or profit pertaining to the material 
must be included in the fixed price per hour for work performed. 
The Navy, on the other hand, has been allowing the addition of 
10 per cent for handling to the cost of material. 

Due to the fact that the responsibility for certifying the fairness 
and reasonableness of these costs has been placed on him, the prime 
contractors have found it necessary to have traveling auditors to 
audit the vendor’s costs before passing their invoices for payment. 
It is quite logical to assume that in many cases the work of these 
auditors will include the systematizing of the vendor’s cost records 
in order that accurate information may be available. 

Several prime contractors have issued supplements to their pur- 
chase orders, where time-and-material purchases are involved, 
specifying the type of employee whose time can be charged against 
the purchase order, and the type of employee that will not be ac- 
ceptable as direct charges. These supplements also regulate the 
amount of subcontracting that can be done by the time-and-material 
vendor, and make the entire cost, both as to rate and number of 
hours, subject to audit by the prime contractor and/or the Gov- 
ernment. 

While the Government seems reluctant to take the initiative now 
in clearing up this condition, evidently for fear that such action 
might prove detrimental to the war effort, there can be little doubt 
that appropriate action will be taken in time, and unless prime con- 
tractors have taken the necessary precautions, they will find them- 
selves “holding the bag” when final settlement is eventually made. 


Financing Government Contracts 

government contracts. However, as most of you are familiar with 
the workings of a Defense Plant Corporation, other subsidiaries 
of the Reconstruction Finance Corporation and other financing 
agencies that have been operating for some time, I propose to 
merely outline the recent developments in this connection. 


Interest on Advances to Prime Contractors 


Practically all prime contracts carry a provision that the prime 
contractor may secure an advance from the Government of 30 per 
cent, and in some cases 50 per cent, of the amount of the contract, 
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The trend is toward the “revolving fund” type of advance both on. 
fixed-price and CPFF contracts. Until recently these advances 
have been made by the Government without interest. However, on 
May 13, 1942, the War Department in Regulations Title 10, Chap- 
ter VIII, Part 81, Section 81.1a, stated that interest would be 
charged at the rate of 2% per cent per annum for the use of money 
advanced by the Government on both fixed-price and CPFF con- 
tracts. These interest charges do not apply to contracts performed 
without profit or a fee to the contractor or to contracts already ex- 
isting where the terms of such contracts are inconsistent with 
these regulations. It has also been ruled that such interest charges 
are not allowable items of cost for CPFF contracts. 


Executive Order #9112 
On March 26, 1942, the President issued Executive Order 


#9112, “Authorizing Financing Contracts to Facilitate the Prose- 
cution of the War.” This Executive Order stated in part: 


(1) The War Department, Navy Department and the Maritime 
Commission are hereby respectively authorized, without regard to the 
provisions of law relating to the making, performance, amendment, or 
modification of contracts (a) to enter into contracts with any Fed- 
eral Reserve Bank, the Reconstruction Finance Corporation, or with 
any other financing institution guaranteeing such Reserve Bank, Re- 
construction Finance Corporation, or other financing institution 
against loss of principal or interest on loans, discounts or advances, 
or on commitments in connection therewith, which may be made by 
such Reserve Bank, Reconstruction Finance Corporation or other 
financing institution for the purpose of financing any contractor, 
subcontractor or others engaged in any business or operation which 
is deemed by the War Department, Navy Department or Maritime 
Commission to be necessary, appropriate or convenient for the prose- 
cution of the war, and to pay cut funds in accordance with the terms 
of any such contract so entered into. 


Accordingly, the Board of Governors of the Federal Reserve 
System issued on April 6, 1942, “Regulation V under Executive 
Order #9112, War Financing.” These regulations authorized the 
Federal Reserve Banks, acting as fiscal agents of the United States, 
to “cooperate to the fullest extent possible in carrying out expedi- 
tiously and effectively the purposes of the Executive Order in 
accordance with the provisions of this regulation and the instruc- 
tions of the War Department, Navy Department or Maritime Com- 
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mission. To this end the Federal Reserve.Banks will arrange 
guarantees and loans in accordance with the provisions of the 
Executive Order and of the instructions of the War Department, 
Navy Department, or Maritime Commission, respectively, wher- 
ever it is believed that they will contribute to the obtaining of 
maximum war production expeditiously.” 

Every attempt has been made to eliminate as much red tape as 
possible in connection wita the administration of this Executive 
Order. The War Production Board has appointed financial con- 
sultants at each of their Regional Offices and the War Department 
has appointed liaison and financial contracting officers to expedite 
the making of these loans. The Federal Reserve Banks have also 
appointed special officials to handle loans under Regulation V. A 
contractor or subcontractor desiring financial assistance should con- 
tact either the financial consultants of the War Production Board, 
the Federal Reserve Bank or the liaison officer of the War Depart- 
ment. The Federal Reserve Banks will be notified from time to 
time of the names of the officers who have been authorized by the 
War Department as liaison and financial contracting officers. 

A directive from the Undersecretary of War to all Federal Re- 
serve Banks dated April 8, 1942 provides that : 

Such financing may be accomplished by any one of the following 
methods: (1) A direct loan by a commercial bank or other financing 
institution; (2) a direct loan by a Federal Reserve Bank; (3) a 
participation in a loan by a commercial bank or other financing insti- 
tution with other such banks or financing institutions or with a Fed- 
eral Reserve Bank; (4) a direct loan or participation therein as pro- 
vided in (1), (2), or (3) above guaranteed against loss in whole or 
in part by the War Department; (5) a participation by the War De- 
partment in a loan made by a commercial bank or Federal Reserve 
Bank or other financing institution; (6) a direct loan by the War De- 
partment; or (7) such other arrangement as is considered to be most 
appropriate and expeditious subject to the approval of the liaison 


Small Business Assistance Act ¥ 

To further assist the financing of the necessary war production, 
Congress passed on June 11, 1942, the “Small Business Assistance 
Act,” designed to take advantage of the potential productive cap- 
acity of the small businessman who, up to now, has not had the 
opportunity to go “all out” for the war effort. 
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The administration of the “Small Business Assistance Act” will 
be in the hands of the War Production Board and regulations have 
not as yet come to the writer’s attention. Additional information 
regarding this law, however, can possibly be secured from the 
Regional Office of the War Production Board. 


Limitation of Profits Through Renegotiation 


With the limitations being placed on wages and farm product 
prices, the question is going to be asked loud and often “What is 
being done to limit the war profits of industry”? 

The answer to this question may be found in the President’s 
Executive Order #9127 and the provisions of Section 403 of the 
Sixth Supplemental National Defense Act 1942, passed April 28, 
1942, authorizing and directing the Secretary of War, Secretary 
of the Navy and the Chairman of the Maritime Commission to re- 
quire contractors and subcontractors to renegotiate contract prices. 

Subsection B of Section 403 requires that contracts made after 
April 28, 1942 carry a provision requiring renegotiation of the con- 
tract price “at a period or periods when in the judgment of the 
Secretary, the profits can be determined with reasonable accur- 
acy.” Prime contractors are also required to insert similar pro- 
visions in subcontracts in excess of $100,000.00, 

Subsection C of Section 403 provides as follows: 


The Secretary of each Department is authorized and directed, when- 
ever in his opinion excessive profits have been realized, or are likely 
to be realized, from any contract with such Department or from any 
subcontract thereunder, (1) to require the contractor or subcon- 
tractor to renegotiate the contract price, (2) to withhold from the 
contractor or subcontractor any amount of the contract price which is 
found as a result of such renegotiation to represent excessive profits, 
and (3) in case any amount of the contract price found as a result 
of such renegotiation to represent excessive profits shall have been 
paid to the contractor or subcontractor, to recover such amount from 
such contractor or subcontractor. Such contractor or subcontractor 
shall be deemed to be indebted to the United States for any amount 
which such Secretary is authorized to recover from such contractor 
or subcontractor under this subsection, and such Secretary may bring 
actions in the appropriate courts of the United States to recover such 
amount on behalf of the United States. All amounts recovered under 
this subsection shall be covered into the Treasury as miscellaneous re- 
ceipts. This subsection shall be applicable to all contracts and sub- 
contracts hereafter made and to all contracts and subcontracts here- 
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tofore made, whether or not such contracts or subcontracts contain a 
renegotiation or recapture clause, provided that final payment pursu- 
ant to such contract or subcontract has not been made prior to the 
date of enactment of this Act. . 


Organization for Renegotiation 

The Secretary of War delegated all the authority and discretion 
conferred upon him by Sections A to E, inclusive of Section 403, 
to the Undersecretary of War on June 30, 1942. On the same day 
the Undersecretary of War designated the War Department Price 
Adjustment Board as “the coordinating agency of the War De- 
partment to determine and eliminate by renegotiation excessive 
profits from War Department contracts and subcontracts there- 
under, subject to approval of the Undersecretary of War or his 
designated representative.” 

The Navy and Maritime Commission have created similar price 
adjustment boards and these boards will work together to examine 
the records of some 25,000 firms in an effort to locate excessive 
profits in relation to past earnings or to present volume of business. 

It is easy to understand the necessity for these renegotiations. 
Many concerns and many items of war production had never been 
in mass production before and an accurate price could not be fixed. 
The Government is attempting through voluntary renegotiation to 
arrive at prices which would have been agreed upon when the con- 
tracts were made if the facts and factors now known were known 
at that time, thereby giving to the Government the benefit of mass 
production, the effect of which could not have been accurately 
known at the time the contract was originally negotiated. 

As the matter has been explained to us, there is no intention on 
the part of the Government to engage in “witch-hunting” or any 
attempt to promote reform. The Government is taking the same 
position as that taken by large corporations in the past when they 
have audited their subcontractors’ records to see that the subcon- 
tractors were not profiting unduly and yet were =, a reason- 
able profit on their subcontracts. 


Items to be Considered 


The Price Adjustment Boards through their authorized Cost 
Analysis Sections will probably be on the lookout for large bonuses 
and commissions, excessive salaries, unreasonable depreciation and 
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maintenance charges, improper amortization of war facilities or 
writeups of property, unreasonable charges for research, develop- 
ment and experimental work, and unallowable advertising ex- 
penses. They will also probably consider the propriety of reserves, 
and extraordinary charges to income. They will probably compare 
the contractor’s costs and the costs of other contractors doing the 
same type of work for the various government agencies. If you 
have no skeletons in your closet, you need not have any concern 
about these matters. 

Escalator clauses will become inoperative until all the facts are 
known. No attempt will be made to prescribe or even recommend 
actual percentages or range of percentages, for use in determining 
excessive profits. It is recognized, for example, that a company 
with a low capitalization and a large volume of orders that calls 
for great plant expansion, will require a larger rate of profit on 
investment than another company with a large capitalization and 
a smaller volume of war business in relation to capitalization. 

Other factors that will probably be considered in arriving at the 
ratio of profit to sales are: 

1. The corresponding profits made by the company and the in- 
dustry in pre-war years. 

2. The volume of sales, for the allowed percentage on sales vol- 
ume will probably be reduced as the volume increases. 

3. The extent of subcontracting. A company subcontracting 
only a small portion of the work and/or one engaged in a complex 
manufacturing operation may receive additional consideration. 

4. Action with respect to patent rights. The fact that a company 
has voluntarily made available to the Government its patent rights 
affecting war production may influence the profit allowed. 


Factors of Performance 


The margin of profit will be adjusted upward or downward to 
reflect consideration of the following so-called factors of perform- 
ance in respect of which the operations of the company compare 
favorably or unfavorably with those of other companies engaged 
in war production. 

1. Quality of production. 
2. Rate of delivery and turnover. 
3. Inventive contributions. 
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4. Co-operation with other manufacturers. 
5. Economy in use of raw materials. 
6. Efficiency in reducing costs. 


The margin of profit may be adjusted upward if profits are in- 
adequate due to increases in the cost of material, wage increases, 
inexperience in new types of production, complexity of manufac- 
turing technique and delays from inability to obtain materials. 
However, adjustments of this kind will probably be rare. 

Where substantial capital is devoted to war production, the 
ratio of profit as finally determined to net worth at the beginning 
of the year, will then be used as a check to determine whether the 
company is making a fair return on its investment. Net worth will 
be analyzed to determine to what extent it includes accumulated 
profits from war business. It cannot be assumed that under war 
conditions a company is entitled to as great a return as under com- 
petitive conditions in normal times. 

At the present time the regulations require that adjustments be 
made on the basis of the over-all income from war contracts in- 
stead of attempting to renegotiate the profit on each individual 
contract. It is not intended, at the present time, to make detailed 
audits unless there is evidence of an effort to mislead. Profit mar- 
gins allowed will probably be adequate but the right will be re- 
served to review the findings when the final figures for the year 
are available. 

In most instances renegotiations will be confined to the profits 
for the fiscal year in which the renegotiation takes place. Except 
with special approval of the War Department renegotiation will not 
be required for any fiscal year ending on or before December 31, 
1941. 


Disturbing Factors 


There are two issues which are disturbing to businessmen in 
connection with this program to limit war profits through renego- 
tiation. One issue has reference to what part of the program which 
requires that excess profit be determined and eliminated before 
taxes are deducted and the other issue is the fear of possible dis- 
crimination. It is pointed out that a government board, using no 
rigid formula, is able to tell one company that it can earn one 
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amount and can tell another company, doing the same type of 
work, that it can earn a different amount at a different rate. 

- It is contended, however, that only by having a flexible system 
of adjustment, which considers all angles, can a fair system of 
profit be worked out and that adjustments must be made before 
taxes as it is up to Congress and the Treasury Department to de- 
: termine the amount of profits that shall be taxed. It is pointed out, 
} however, in the regulations issued by the Price Adjustment Board 
of the War Department, that this question of taxes will not be 


Reconversion Expenses 


Of particular interest to those concerns who have converted 
their commercial businesses to war production, is the ruling made 
by the War Department regarding storage and conversion ex- 


penses. 

The Adjutant General issued a regulation under Title 10, Chap- 
ter VIII, Part 81, Section 81.41, which.provides that “the cost of 
storage on reconversion rest!ting from, or to result from the con- 
version of plants to war production will not be borne, either di- 
rectly or indirectly by the War Department.” The regulation 
further states that this policy applies to fixed-price as well as 
CPFF contracts. 

While our present efforts and thoughts should be directed to- 
ward the job of winning the war, it is just as well that we realize 
what lies before us when this great task is accomplished and our 
companies attempt to return to normal and peaceful enterprises. 

There are many more subjects that could have been included in 
a discussion of this kind, however, I believe enough has been set 
forth to indicate that the accountant of today and of the future, 
must have an entirely different conception of his job. The cry to 
day is for more and more speed in production. You and I both 
know that bottlenecks are one of the reasons production is lost, 
and if we, as accountants, can help to eliminate these bottlenecks, 
through a better understanding of government procedure and gov- 
ernment requirements, then perhaps it may be considered that we 
have contributed, some small part at least, in this great effort for 
the victory that will again make this world a worthwhile place in 
which to live for all people. 
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Exugrr 1 
ELEMENTS OF COST UNDER T. D. 5000 


A. Mariufacturing Cost (Section 26.9 (b) (1) 
Factory Cost (Section 26.9 (c) 
Direct materials 
Direct productive labor 
Direct engineering labor 
Miscellaneous direct factory charges 
Indirect factory expenses 


Fixed charges and obsolescence 
Miscellaneous indirect factory expenses 
Other Manufacturing Cost (Section 26.9 (d) 
Royalty payments 
Amortization of cost of designs and patents 
Amortization of experimental and development costs 
Other items of manufacturing costs not properly chargeable as 
factory costs 


B. Miscellaneous Direct Expenses (Section 26.9 (b) (2) 

Cost of Installation and Construction (Section 26.9 (e) (1) 
Materials 
Labor 
Expenses 

Sundry Direct Expenses (Section 26.9 (<) (2) 
Premiums on performance or other bonds 
State sales taxes imposed on contracting party 
Freight on outgoing shipments 
Fees for wind tunnel and model basis tests 
Demonstration and test expenses 
Crash insurance premiums 
Traveling expenses (subject to limitations) 
Other properly chargeable items not constituting guarantee expenses 

or manufacturing costs. 
C. General Expenses (Section 26.9 (b) (3) 

Indirect Engineering Expenses (Section 26.9 (£) 
Labor 
Material 
Miscellaneous expenses 

Expenses of distribution, servicing and administration (Section 26.9 (g) 
Compensation for personal services of employees 

321 


942 
— 
tem 
| of 4 
fore 
de- | 
ard 
be Labor 
Material and supplies 
Service expenses 
1ade 
{ 
t of | 
con- i 
di- 
tion 
1 as : 
| to- 
alize 
our 
d in 
1 set 
ture, 
y to- 
both . 
lost, 
ecks, 
t we 
t for 
ce in 
it 


N. A. C. A. Bulletin November 15, 1942 


General servicing expenses 
Other expenses (See list of unallowable items on following pages) 


D. Guarantee Expenses (Section (26.9 (b) (4) 

Costs incurred after delivery or installation of the article manufactured 
or constructed which are incident to correction of defects or defi- 
ciencies. 

Note.—See paragraph “j” of Section 26.9 for approved methods of allo- 
cating the various indirect costs.) 
UNALLOWABLE COSTS UNDER T. D. 5000 
Sec. 26.9 (g) 
Accounts Remarks 
A. Advertising Commercial advertising, catalogues and 
other descriptive matter not distributed 
to Army or Navy Air Corps. 
Accounting Fees In connection with reorganization, tax 
claims, etc.—limitation on audit of sub- 
contractors’ books. (C.P. 6A—1/19/42) 

Idle equipment or plant; facilities not 
used in performance of contract; emer- 
gency facilities covered by necessity 
certificate ; also unrealized appreciation. 

Amortization of bond discount on own 
bonds. 

No losses on bad debts or additions to 
reserves. 

Bonuses allowable up to $300 (C.P. 8A— 
12/10/41). 

Additions to this reserve are not allow- 
able. 

Legal, accounting or other fees relating 
to issue or transfer. 

Charges unallowable. 

Paid to salesmen. 

Not incident to contract. 

Earned up to 1% of the amount of the 
purchase excepted that all discounts on 
subcontracts will be considered. 

On idle plants or equipment facilities not 
used in performance of contract. 
(C.P. 23—12/10/41). 

Where no benefit inures to contractor. 

Where no benefit inures to contractor. 

All expenses. (C.P. 10—10/12/41). 

Expenses in connection with financing, 
refinancing, etc. 
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UNALLOWABLE COSTS UNDER T. D. 5000 
Sec. 26.9 (g)—Cont. 


Accounts 
Factory Accident Compen- 
sation 


Fines and Penalties 


G. Guarantee Expenses 
I. Insurance (Self) 


Interest 
Inventory Adjustments 
L. Losses—Contracts 
Investments 
Capital Assets 
Legal Fees 


Life Insurance Premiums 
O. Obsolesence 
P. Profits 

Prosecution Claims 


Publicity 

R. Reorganization Expense 
Reserve for Repairs 

S. Sales Exp. District Office 


Sale of scrap 


Strikes, Lockouts 
T. Taxes—Social Security 
Federal Income 


State Income 
Federal Excise 
Transfer 


Travel Expense 


U. Unreasonable Compensation 


V. Vacation Expense 


Remarks 
Not incident to contract. 


For failure to comply with conditions 
and/or terms. 

Not incurred. 

Not allowed, payments actually made are 
allowed. 

On invested capital—not incurred. 

No consideration unless substantial. 

On other contracts. 

Sales of investments. 

Sale or disposal. 

Re. capital stock, reorganization, claims 
against United States. 

On officers and employees. 

Idle equipment and/or facilities. 

See Losses. 

Legal and accounting or other fees 
against United States. 

Expended for publicity. 

Legal, accounting, etc. 

Additions to reserve not allowable. 

District office expenses not incident to 
contract. 

Credit direct to contract cost not over- 
head. 

Extraordinary expense. 

Tax deducted from employees. 

All Federal Income and Excess Profits 
Taxes. 

All State Income Tax. 

Those imposed by Rev. Act. of 9/20/41. 

Issue or transfer of Capital Stock. 

Limitation, $8 employees ; $15 officers and 
executives (C.P. 22—12/1/41). 

Only reasonable compensation allowed. 

On CPFF contracts where transfer of 
employees is made from one plant to 
another only proportionate share of ex- 
pense is chargeable to CPFF contracts. 
(C.P. 17—9/16/41.) 
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OFFICIAL BINDERS 
for the 
N. A. C. A. BULLETIN 


CUMULATIVE BINDER $2.00 @ 


The Cumulative Binder illustrated at the 
right is designed to file your N. A. C. A. 
Bulletins issue by issue as you receive 
throughout the year. It is a tape binder 
with a strong automatic locki 

which holds the inserts firmly 

the very first insertion. It is 

koid with stiff covers, lettered in g 

the name and seal of the 

shown in the illustration. 

be used from year to year 

the Bulletins if you transf 

volume to a Permanent Binder at 

of each year. 


@ PERMANENT BINDER $1.50 


This Permanent Binder is made to hold a 
full volume of technical Bulletins. It is 


+. 
= | 
4 
og a black fabrikoid, lettered in gold as shown 
ey ae ra in the illustration at the left. The binding 
ite: 4 a. device consists of metal strips which are 
— ML: punching in the Bulletins 
to place permanently by 
operation. 
not take the place of the 
md Binder, as it is not a loose-leaf 
a = is designed only to take the 
volumes bound by a 
ive than binding 
attractive. 
2 AY q Order with remittance should be sent to: 
iE a National Association of Cost Accountants 
— 385 Madison Avenue 
ane A New York, New York 
ak. 


